Chapter 01 - Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Organizations 

Instructor’s Manual

to Accompany

Essentials of Accounting for Governmental 
and Not-for-Profit Organizations: 

13th Edition 
Prepared by:

Paul A. Copley

Mary Loretta Manktelow

James Madison University

Chapter 1 Introduction to Accounting and Financial Reporting for Governmental and Not-for-Profit Organizations
1-1.
The solution to this and the first exercise of Chapters 2 through 9 will differ from student to student assuming each has a different CAFR.

1-2.


1) Organizational Purposes: While the purpose of a commercial business is to generate a profit for the benefit of its owners, governments exist for the well being of citizens by providing public services – whether or not the services are profitable undertakings. 

2) Sources of Revenues: Governments derive many of their resources from taxes. Individuals and businesses pay taxes to avoid penalty, not voluntarily because they perceive government services to be of value and fairly priced. Since taxes do not involve an earnings process, the timing of the recognition of tax revenue is not always clear. 

3) Potential for Longevity: Because the U.S. and state constitutions grant state and local governments the ability to tax, governments very rarely go out of business. This long-term view of operations changes the focus of accounting from one of near-term recovery of amounts invested in assets to a longer-term focus on the sustainability of services and the ability to meet future demand.

4) Relationship with Stakeholders: Taxes are created through the legislative process by officials elected by the citizens. Because citizens and businesses are then required to pay these taxes, governments have an obligation to demonstrate accountability for these public funds. 

5) Role of the Budget: Government budgets are expressions of public policy and often carry the authority of law, preventing public officials from spending outside their budgetary authority. The increased importance of budgets is reflected in government financial reports by a required report comparing budgeted and actual amounts.

1-3. 
The three standards setting bodies in question are the Federal Accounting Standards Accounting Advisory Board (FASAB), the Governmental Accounting Standards Board (GASB), and the Financial Accounting Standards Board (FASB). The FASAB establishes accounting and reporting standards for the federal government and its agencies unless objected to by one of the "principals" (the director of the office of management and budget, the comptroller general of the united states, and the secretary of the treasury). When the "principals" approve, the FASAB standards become GAAP. The GASB sets accounting and financial reporting standards for state and local governmental organizations, including those not-for-profit organizations that are determined to be state and local governments. The FASB sets accounting and financial reporting standards for profit seeking businesses and for nongovernmental, not-for-profit entities.

1-4.
The definition of a government, as agreed to by the FASB and the GASB is as follows:



“Public corporations and bodies corporate and politic are governmental organizations. Other organizations are governmental organizations if they have one or more of the following characteristics:



1.

Popular election of officers or appointment (or approval) of a controlling majority of the members of the organization’s governing body by officials of one or more state or local governments;



2.

The potential for unilateral dissolution by a government with the net assets reverting to a government, or



3.

The power to enact and enforce a tax levy.



Furthermore, organizations are presumed to be governmental if they have the ability to issue directly (rather than through a state or municipal authority) debt that pays interest exempt from federal taxation. 

1-5.
The sources of authoritative GAAP for state and local governments are:

· Category A:  GASB Statements (and Interpretations)

· Category B:  GASB Implementation Guides, GASB Technical Bulletins and literature of the American Institute of Certified Public Accountants (AICPA) specifically cleared by the GASB

If the accounting treatment for a given transaction is not specified by a statement in Category A, a state and local government should consider whether it is covered by one of the sources identified in Category B.  If the accounting treatment is not specified within one of these authoritative sources, the government should consider whether the transaction is sufficiently similar to ones covered by one of the authoritative sources that a similar accounting treatment can be applied.  If not, the government may use nonauthoritave sources for guidance, including:

· GASB Concept Statements,

· FASB, FASAB, or International Standards Board pronouncements,

· AICPA literature not specifically cleared by the GASB,

· Other sources provided by professional organizations, regulatory agencies, textbooks, and published articles, or

· Prevalent practices that evolved among governments without specific authoritative action.

1-6. 


A.  
Conceptually, the measurement focus determines what is measured; the basis of accounting determines when something is measured. The economic resources measurement focus measures all economic resources, including capital assets and long-term debt. The current financial resources measurement focus measures primarily financial resources and does not recognize long-term assets and liabilities. The accrual basis of accounting recognizes revenues when earned and expenses when incurred. The modified accrual basis of accounting is somewhere between the cash and accrual bases of accounting and recognizes revenues when measurable and available to finance expenditures of the current period. The modified accrual basis of accounting recognizes expenditures generally when the fund liability is incurred (i.e. goods and services are received), except for payments of interest on long-term debt which are recognized when due.

B. 
Under accrual accounting revenues based on exchange transactions are recognized when earned. Under modified accrual accounting, revenue recognition is modified to require that the amount be measurable (determinable) and available to finance expenditures of the current period.

C. 
Under accrual accounting, expenses are recognized when goods or services are used. Expenses are often matched with the revenues those expenses generate, in the case of exchange transactions. Accruals are required for interest and other expenses, regardless of when cash is to be transferred. Under modified accrual accounting, expenditures (not expenses) are recorded generally when goods or services are received. (To the instructor: This answer is based on the information given in Chapter 1; more sophistication is introduced in later chapters.)

D. 
Under the economic resources measurement focus and accrual accounting, fixed assets are capitalized and depreciated (except for infrastructure assets using the modified approach). Under the current financial resources measurement focus and modified accrual accounting, fixed assets are not capitalized or depreciated; rather fixed assets are charged to expenditures when received.

E. 
Under the economic resources measurement focus and accrual accounting, long-term debt is recorded as a liability; repayments are recorded as a reduction of that liability. Under the current financial resources measurement focus and modified accrual accounting, long-term debt is not recorded as a liability. (Later chapters will indicate that the issuance of debt results in an “other financing source” in the governmental fund statements and that the repayment of debt will result in an expenditure in the governmental fund statements.)

1-7.
Private sector organizations are organizations that are not owned or controlled by governments and include businesses as well as private not-for-profit organizations. Public sector organizations are governments or organizations owned or controlled by governments.
1-8. 
According to the web site, “The mission of the Governmental Accounting Standards Board is to establish and improve standards of state and local governmental accounting and financial reporting that will:

* Result in useful information for users of financial reports and

* Guide and educate the public, including issuers, auditors, and users of those financial reports.”

1-9.
The appropriate funds are:
a) Capital projects fund:  These financial resources are to be used to finance construction of a capital asset.  Since the jail is unlikely to charge for its services, it would not be part of a proprietary fund.

b) Special revenue fund:  Since the tax revenue is restricted by state law for a purpose other than capital project or debt service, these amounts would be reported in a special revenue fund.

c) Enterprise fund:  Although this represents a capital project, water departments are typically reported as enterprise funds.  

d) Private-purpose trust fund:  This is a trust fund in which the income benefits individuals.  If the purpose of the fund was to benefit the government or its citizenry (broadly), then it would be appropriate to report these resources in a permanent fund.

e) Special revenue Fund:  Although the library benefits the citizenry in general, the absence of a requirement that principal be maintained precludes the resources being reported in a permanent fund.  Since the resources are restricted by the donor, they would be reported in a special revenue fund.

f) General Fund:  The resources are neither fiduciary nor proprietary.  Since the resources are not restricted or committed to a particular purpose, the General Fund would be the appropriate fund for reporting the proceeds of the sale of the equipment. 

g) Several funds will be affected:

· General Fund – Contributions on behalf of the teachers and Public Safety Employees will be paid by the General Fund which includes departments where these employees work.

· Enterprise Fund - Water departments are typically reported in enterprise funds and Contributions on behalf of water department Employees will be paid by this fund.
· Pension Trust Fund – The amounts contributed by the General and Enterprise funds will be received by the pension trust fund for investment.
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